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INTRODUCTION
Foreign capital and institutional quality play an important role in the development process of low-income countries. By and large developing nations fell short of funds necessary to spur the economic growth, side by side they are facing the down fall in the quality of governance. Low earned revenues and high government expenditure increase the reliance upon the foreign capital mostly in the form of foreign aid and external debt. Just the availability of foreign funds is not sufficient to stimulate the economic growth, there is a need of good governance along with batter quality of institutions that will act as a catalyst and improves the efficiency of capital (Agnor and Montiel, 2010) . Good governance establishes impartial, predictable and consistently enforced rules in the form of institutions and is thus crucial for the sustained growth (North, 1990 and . Those countries which have good institutions show positive growth rates whenever the stock of capital increases but the countries with bad institutions, increase in capital investment may lead to negative growth rates due to rent seeking and other unproductive activities (Hall et al., 2010) . In this context, argues that the institutions as well as the ideology shape economic performance. While taking into account the technology used, institutions affect economic performance by determining the cost of transaction and production. Formal rules, informal constraints and characteristics of enforcing those constraints together formulate the institutions. Institutions affect economic performance In this context, Acemoglu and Robinson (2008) and Hall et al., (2010) are of the view that the difference in the economic performance or per capita income across countries is due to the differences in the economic institutions. Countries with poor economic institutions have to focus on the reformulation of these institutions. Unfortunately, it is not an easy task as economic institutions are collective choices generated by the political process. The economic institutions depend on the political institutions as well as the distribution of political power in a country. The knowledge regarding the key factors that direct a society into a political equilibrium and hold up fine economic institutions is preliminary. However, it is clear that institutional equilibrium depends highly on the political environment so this political nature makes it very hard to restructure economic institutions. There are countries that go through political evolution, reformulate their institutional framework and for better development outcomes.
Foreign aid and external debt has controversial impact on the economic growth of developing nations as found in the empirical economic literature. In the context of external debt and economic growth nexus, there exists different hypothesis like, Liquidity Constraint Hypothesis (LCH), Debt Overhang Hypothesis (DOH) and Direct Effect of Debt Hypothesis (DEDH). According to the Debt Overhang Hypothesis (DOH) that if the existing debt is high then it will make people to think of high future taxes so they would not like to save and invest more. 1 Economists test the DOH and conclude that high level of debt reduces the investment in an economy and it will definitely dampen the economic growth. 2 While according to Liquidity Constraint Hypothesis (LOH) the debt service payments in case of highly indebted countries are very high and it trim down the funds that can be used to augment investment (Hoffman and Reisen, 1991) . Empirical findings also favor LOH as the high debt service payments crowd out the investment and slowdowns the process of economic growth. 3 Direct Effect of Debt Hypothesis (DEDH) states that high level of debt may even reduce the productivity of the existing capital that will decrease the level of output (Fosu, 1996) .
Alongside the linkages of external debt and economic growth nexus, empirical literature also provides both positive and negative aspect of foreign aid on economic growth. The positive channel works only in the presence of good macroeconomic policies and sound state institutions. 4 In the presence of good economic policies, foreign aid encourages the development process that will definitely improves the investment climate and generate more tax revenues in the long run. Historical data shows a significant rise in official development assistance to developing economies especially after the event of 9/11. Now there is a question of its effective utilization in promoting growth process. It is also argue that foreign aid can also help to improve the governance quality by removing the constraints regarding the low tax revenues and makes possible for government to invest on those activities that improve the quality of bureaucracy, reduce corruption and enforce rule of 1 See for example, , Corden (1988) , Sachs (1989) law. 5 Despite the positive linkages of foreign aid, it may affect the economic growth negatively. In rent seeking societies, governments are not accountable toward the general public and can use the foreign aid in wasteful activities and increase the level of corruption. It will not invest in those activities that improve the institutional quality and economic policies; this leads to the down fall of economic activity as now people would not like to invest (Rodrik, 1996) . Oechslin (2006) on the other hand analyzes the effectiveness of foreign aid in promote economic growth in economies that may grow faster by the adoption of productive technologies. If the government invests more in judiciary it will translate into better enforcement of contracts between the foreign technology supplier and the domestic firms that will lead to rapid growth. But if the government is self-interested then the additional resources to overcome the financing gap may not be able to establish better institutions. Higher inflows may worsen the political instability that may harm the economy whose performance is comparatively sound. But countries with low institutional quality may perform well whenever such inflows increase.
It becomes apparent as to why the literature does not provide a robust empirical association among foreign aid effectiveness, external debt and economic growth while taking into consideration the institutional quality. This motivates us to analyze empirically the effect of external debt and foreign aid on the economic growth in a panel of developing countries, which mainly suffered from low level of governance. The rest of the paper is organized as follows: Section 2 discusses relevant literature review. Model specification is presented in Section 3. Section 4 describes the choice of variables, data sources and selection criterion for countries under analysis. Estimation results are discussed in Section 5. Last section concludes the study.
LITERATURE REVIEW
Substantial work has been done that links individually external debt, foreign aid and governance with economic growth. In some papers foreign aid as well as external debt have been related to economic growth taking into account the quality of governance. But little attempt is made to consider the simultaneous impact of these three variables on economic growth. This is the sole reason due to which this section has been divided into different parts. The first section describes the literature linking foreign aid to economic growth. The second and the third sections present the literature review of the impact of external debt and institutions on the economic growth respectively.
Governance and Economic Growth
Decker and Lim (2008) examine various elementary drivers of economic growth focusing in particle on political as well as the economic institutions. Whereas controlling for geographic endowments and economic integration, the distinction between the two types of institution makes it possible to determine the inferior or superior performance of an economy based on either or both of these two types of institutions. The core empirical model is that of Rodrik et al. (2004) with some variations to accommodate the dynamic aspects. The results show that political-economic institutions play a significant positive role in determining the level of income while the political institutions (democracy) are insignificant may be due to the non-linearity of the development of democratic rights. Developing countries should pay more attention to political-economic institutions like the rule of law (La Porta et al., 1998) and the enforcement of property rights (Djankov et al., 2002) to stimulate economic growth rather than concentrating on political institutions. Dawson (1998) analyzes the alternative channels through which institutions impact economic growth. This paper formalizes the alternative channels i.e. whether institutions directly affect the long-run growth by enhancing total factor productivity or indirectly through investment channel. In this context, basic theoretical framework used by Dawson is an extension of Mankiw, Romer and Weil's (1992) human capital augmented version of the Solow (1956) model. Empirical evidence indicates that institutions have a significant positive impact on economic growth in case of large sample size. The results are robust for alternative specifications that ensure the absence of reverse causation and there exists no significant difference among results of both pure panel and cross-sectional data analysis. The study concludes that institutions stimulate economic growth directly by raising the total factor productivity as well as indirectly by enhancing the investment. Recent studies indicate that even increase in capital does not ensure the high levels of output so there is a need to examine the role of institutions. Hall et al (2010) follows Dawson (1998) in augmenting the growth model of Mankiw, Romer, and Weil (1992) to incorporate the quality of country's institutions. They try to investigate the role of institutions in determining economic growth by considering investment in physical and human capital. Results show that institutions are positively linked with the output growth.
Feld and Kirchgassner (2008) conduct a survey of recent empirical studies on institutions and economic growth and conclude that from the experience of Germany and Korea after World War II, we can hardly deny the vital role played by institutions in promoting the economic growth but the literature that has been reviewed in this paper is mostly inconclusive. Nearly every paper argues that its results are more efficient and significant but their statistical significance, selection of variables as well as the measures used for institutional quality are questionable. Actually, the question regarding the effectiveness of institutions is debatable. Not only the institutions matter for growth, but also the governance and human capital matter a lot. Today mostly economists are of the view that the economic institutions matter more for economic development rather than the political institutions. But we should not ignore the political institutions as well because the political instability is negatively related to growth of output. So economic development needs economically as well as politically stable environment for proper functioning of the market mechanism.
Debt and Economic Growth
Chowdhury (2000), Sachs (1990) , Kenen (1990) and Bulow and Rogoff (1990) examines the key analytical issue of whether external debt burden is a symptom or a cause of economic slowdown. Sachs (1990) and Kenen (1990) are of the view that the external debt overhang is a main root cause of economic slowdown. Bulow and Rogoff (1990) argue that the external debt is a symptom of bad economic management and performance and it's not a primary cause of economic growth. Chowdhury (2000) does not find any evidence that supports the propositions of Bulow-Rogoff and Kenen-Sachs.
Were (2001) states that external debt stock has a negative impact on private investment and economic growth; this verifies the presence of debt overhang problem in Kenya. In addition the current debt inflows stimulate the private investment, debt service payments do not appear to effect growth negatively but has some crowding out affect on private investment. Fosu (1996) argues that even if the debt has little impact on the rate of investment it is possible that external debt adversely impacts on economic growth through declining the productivity of capital. Hameed et al (2008) argue that the debt servicing burden has a negative impact on the productivity of capital and labor, which in turn adversely affect economic growth. Debt service ratio affects the GDP negatively and thereby the long run economic growth which weakens the debt servicing ability of a country. Malik et al (2010) findings are also on the same lines as that of Hameed et al (2008) .
Xiaoyong and Gong (2007) work out the inter-linkages between foreign aid, domestic capital accumulation and external debt. They argue that in the long run domestic capital accumulates, consumption increases and the external debt decrease whenever there is a permanent increase in foreign aid. In the short run the comparative static analysis shows that a representative agent becomes more patient and initially the investment increases and external debt declines if the foreign aid level increases. This study also provides basic support regarding a significant impact of foreign aid on the economic growth and development in the case of developing countries. Many empirical studies on external finance and its impact on domestic savings, investment and economic Dalgaard et al. (2004) theoretically as well as empirically analyze the effectiveness of foreign aid using Overlapping Generation Model (OLG). The study shows that in general foreign aid affects long run productivity but the magnitude and path of impact may depend on policies, size of foreign aid inflows and organizational characteristics. In the existing empirical literature there is no consensus on the role of policy and foreign aid on economic performance. Conflicting and contradicting results prevails that create a lot of confusion among economists. Boone (1995) is of the view that the foreign aid just increases the size of government while it fails to enhance investment and economic growth significantly. Oechslin (2006) finds that during 1980s and 1990s foreign aid makes the political system to be more unstable. The results lay emphasis on the ineffectiveness of foreign aid in the current institutional scenario and there exists decreasing returns to scale in higher foreign aid inflows. Lensink and Morrissey (2000) argue that uncertainty on the magnitude and timings of foreign aid implies negative impact on the investment that in turn may dampen the economic performance of a country.
Foreign Aid and Economic Growth
Alvi et al (2008) assess the role of policy and foreign aid in promoting economic growth when the inter-linkage among them is nonlinear. The parametric and semi-parametric estimations show that the policy plays an important role in the economic growth of a country. Foreign aid successfully boosts up the growth activity in the presence of good policy environment. Burnside and Dollar (2000) investigate the relationship between foreign aid, policy and growth of per capita GDP They find that in case of developing countries that have good fiscal, monetary and trade policies, foreign aid has a positive impact on the economic growth as the coefficient of interaction term between foreign aid and policy is significant. In the presence of bad economic policies foreign aid does not affect growth positively, and these results are robust for various specifications that either include or exclude middle income countries, outliers and consider policy variables as exogenous and endogenous. Easterly et al. (2004) reassess linkage between foreign aid and economic growth given good policies using the methodology of Burnside and Dollar (2000) . The study reconstructs the data base from original sources and makes extension by considering both the cross-section and the time series dimensions; enlarging the sample size from 275 observations to 356 by adding six more countries ranging from 1970-1997. The study does not test the robustness of the results provided by Burnside and Dollar to a substantial number of variations; they just include those observations that were not available to Burnside and Dollar. The results if confined to the original limited data, show same outcomes as presented by Burnside and Dollar but when the extended sample is used the interaction term of aid and policy becomes insignificant and its coefficient changes its sign from positive to negative. Easterly et al conclude that the interaction term is not robust to the extended sample size so it's not necessary that foreign aid enhance growth just in the presence of good policy environment. Murphy and Tresp (2006) update and modify data set originally used by Burnside and Dollar (2000) by taking into account the critique presented by Easterly et al. (2004) . The results show that the relationship among foreign aid policy and growth is quite fragile and depends significantly on the set of countries being included in the analysis. When the sample size that has been used by Burnside and Dollar is considered, policy plays an important role in determining the effectiveness of foreign aid in generating economic growth, but this relationship vanishes in case of expanded sample size of countries. The results prove that the critique proposed by Easterly et al. is correct and little evidence is there which supports the view that good policy enhances the probability of foreign aid to contribute positively to economic growth. Islam (2005) states that on average foreign aid has no significant impact on the growth irrespective of the policies whether good or bad but the political stability is a determining factor that makes the foreign aid flows effective in promoting economic growth. Feeny (2005) also investigates foreign aid effectiveness and economic growth conditioned upon the level of economic policy and governance. The study concludes that foreign aid has little impact on economic growth of Papua New Ghana (PNG) but in case of World Bank Structural Adjustment Program financed through foreign aid some evidence emerges that supports the hypothesis of foreign aid's positive impact on economic growth. The governance level has no impact on economic growth of PNG but the structural adjustment policies seem to be more effective in enhancing the growth being financed by the foreign aid.
EMPIRICAL MODELING SETUP
In order to present empirical model, we have extended the neo-classical growth model of Solow-Swan. Consider the economy production function depends on Capital (K), Labour (L) and exogenous technological parameter (A) as:
Where K(t) = Capital Stock at time t. L(t) = Labor (Aggregate Labor) at time t. A(t) = Total Factor Productivity or Solow Residual at time t.
Consider, economy wide production function (1) is represent by standard Cobb-Douglas form, then:
Where, 0<θ <1, is capital share and (1-θ ) is labor share. Intensive form of the equation (2) is as: (4), we get:
The term ) ( δ + n on the right hand side of equation can be thought as the effective depreciation rate for Capital-Labor ratio,
, Rearranging again and get the following equation:
The above model generality mimics the following form of growth rate of output per capita which depends on the parameters of the model as:
In addition following standard literature on worker remittances, it is assumed that aggregate productivity (A(t)) depends positively on governance, G, foreign aid, FA and negatively related with external debt ED. Therefore, we will assume the following:
Therefore, 
Where, X is a vector of control variables, also including labour and change in capital, which is investment.
Data Description and Sources
The data sample consists of sixty developing countries that utilize foreign aid and external debt to fulfill the requirements for additional capital. Table 3 describes the summary statistics i.e. mean, median, standard deviation, skewness etc for all the variables. Table 4 and Table 5 explain the correlation matrix and covariance matrix. From correlation matrix it is depicted that governance, investment, labor force, M2, inflation and trade openness is positively correlated with the per capita income. This indicates the fact that whenever there is an increase in these variables it will enhance the per capita income of an economy. It becomes more evident from table 4 that the foreign aid and external debt affect the per capita income adversely; it looks like a burden on the economy. The covariance matrix also explains the results in a similar manner, foreign aid and external debt covariate with per capita income negatively while all the other variables covariate positively.
Summary Statistics

EMPIRICAL FINDINGS
This section explains in detail the empirical model's interpretation and its robustness in a subsequent manner.
Results of Hausman Test
The basic empirical model has been estimated using fixed effect method as well as Random effect method, results are shown in table 6. To check out which method is more appropriate Hausman test that is among the widely used class of tests in the subject of econometrics, has been applied. The underlying rationale behind the Hausman test is to contrast the two different set of estimates. It compares both the estimation methods in a way so that, one set of estimate is consistent under the null as well as the alternative hypothesis while the other one is consistent just under the null hypothesis. Larger is the distance between the two sets of estimates the evidence will go in favor of alternative hypothesis. Table 7 describes the outcomes of Hausman test; results are further divided into three sub-sections. The first section illustrates the test statistic and an overall summary of results, which provides evidence against the null hypothesis i.e. random effects are consistent and efficient. The second section presents additional details about Hausman test, here two sets of estimates are shown, of which the one belongs to fixed effects method and the other to random effects method. The variance of the difference between two set of estimates has also been presented along with associated probabilities for the null hypothesis i.e. no difference between the two set of estimates. The results indicate except governance and investment all the other variables have probability less than 0.05 that simply rejects the null hypothesis. It can be concluded from all these indications that there exist a distance between the coefficients belonging to two different set of estimates and it favors the fixed effect method which is more consistent and efficient. The third section simply estimates the model using fixed effect method.
Model Estimation and Interpretation of Results
As the Hausman test is in favor of fixed effect method, so the empirical model has been estimated using this technique, in order to tackle the issue of endogeneity System GMM has been applied . Per capita income has been taken as the dependent variable; governance, foreign aid and external debt are the main variables of concern while investment, labor force and M2 are taken as control variables. Results are described in table 6. The R-square value shows the regression fit and its value is 0.25 and 0.23 in Model (1) and Model (2) respectively. Although the value of R-square is low but the probability of F-statistics is zero, this ensures the effectiveness of empirical estimates.
The first and the most important variable of interest is governance, in model (1) & (2) the coefficient of governance is positive and also highly significant that shows good governance enhances the output. Whenever governance of an economy improves it will definitely promote economic growth and the positive sign of coefficient is in accordance with the expectations. Improvement in governance means low corruption, high quality of bureaucracy and sound rule of law; all of these factors will reduce the economic cost of transaction and create a favorable environment for investment.
The second variable of main concern is aid/GNI; lagged variable of aid/GNI has been used that is significant at the level of 1%. The current inflows of foreign aid in an economy will not affect economic activities and output immediately, time is required for the management and the utilization of funds that are coming in the form of foreign aid. In order to inject these funds in an economy a properly planned projects are required, unfortunately in case of developing countries the issue of lack of funding is always there and they usually depend on foreign aid for the implementation of new projects, but the availability of resources in the form of foreign aid is not guaranteed most of the time. All these factors hinder economic growth and provide main reasons due to which the lagged values for foreign aid variable has been taken. Whenever there is 1% increase in aid/GNI, it will spur per capita growth rate by 0.065% and 0.163% according to the results estimated through OLS and System GMM respectively (See model 1).
The third variable that is especially relevant to this study is the external debt, debt service payment/GNI has been taken as proxy for the debt burden and it is affecting the economic growth negatively. If debt burden increases by 1% it will adversely affect economic growth by 0.046% and it is significant at 5% using fixed effect model. The coefficient estimated through System GMM also indicates that the external debt has an adverse effect on economic growth and it is also highly significant. The outflow of debt service payments actually reduces the funds that can be alternatively used for investment purpose, more indebted an economy is the more will be the debt service payment and less will be economic growth. Investment/GNI and labor force/population are taken here as control variables that are significant at the level of 1%, both have positive coefficients, implying any increase in investment activity or labor force will boost up economic growth. The results point out that if investment/GNI and labor force increase by 1% it will amplify economic growth by 0.15% and 0.40% respectively using fixed effect model. The results shown by the System GMM are also in line with OLS and are highly significant.
Sensitivity Analysis and Robustness
The results can be challenged potentially, as subject to omitted variable bias. There is a possibility of exclusion of those variables that are closely related to the variables under study. To check out the robustness of the main variables of interest, sensitivity analysis has been conducted by adding and dropping different control variables in the basic model. For this purpose ten different regressions using fixed effect method have been estimated and the results are shown in table 8. In model (1) key variables have been included in the regression equation and the results do not change in this case. Governance and foreign aid have positive while debt has negative impact on economic growth, all the relevant coefficients are also highly significant. In model (2) investment has been included but again the results remain consistent and significant. Similarly in the subsequent models different variables have been included in alternative ways and despite of various different specifications the sign and significance of coefficients of governance, foreign aid and debt remain consistent. This sensitivity analysis confirms the robustness of the results.
Conclusion and Policy Implications
This study investigates empirically the impact of foreign aid, external debt and governance on economic growth. Empirical model has been estimated using the fixed effect method for the data set of 60 developing countries , all the results are significant and according to expectations. Governance stimulates the output positively, foreign aid also behaves in a similar manner but the external debt has adverse impact on the output growth. Variety of different specification has been applied for the sensitivity analysis and it proves the robustness of the regression results. Developing countries are not only suffering from the poor quality governance, the scarcity of resources is another curse that is pushing the economy back into the pool of intricacy and obscurity. In order to finance the different development projects as well as the budget deficit, government of developing nations has to look for foreign aid and external debt. The results point out the hidden actualities of foreign aid and external debt very magnificently and it might not be wrong to say that external debt is a burden what put an economy into trouble. Foreign aid is playing a constructive job in spurring the economic activity of an economy. It is recommended to finance the development projects through earned revenues but if there is a need of more funding then government should go for foreign aid financing and must try to reduce the debt burden that is spoiling the whole economic activity. Developing countries should try to pay more attention to the issue of poor quality of governance and side by side they must indulge in those activities that augment the earned revenues. Note: All the values in the parenthesis denote the student t-statistics. The * ,**and *** indicates the significance level at 1%, 5% and 10% respectively. Note: All the values in the parentheses show the t-statistics. Values that are significant at 1%, 5% and 10% levels of significance are indicated by *, ** and *** respectively
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